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APPELLANT'S OPENING BRIEF.

STATEMENT OF FACTS.

This is an appeal from an order of the United

States District Court for the Southern Division of

the Northern District of California, authorizing a

receiver in equity to pay a dividend to certain unse-

cured creditors of an insolvent corporation.

The principal question presented by the appeal is

whether a secured creditor of the corporation who

has filed his claim in proper time and has exhausted

his security can lawfully be excluded from participa-

tion in such a dividend, where the sale of the security

failed to net an amount sufficient to pay the claim of

such creditor in full.

The facts of the case are as follows: On January

27, 1922, The Harris Manufacturing Company, the



corporate predecessor of Harris Haixester Company,

made, executed and delivered a trust indenture to

Security Bank & Trust Company as trustee. Under

this indenture bonds of the aggregate par value of

$250,000.00 were issued by The Harris Manufacturing

Company, To secure the payment of the bonds and

the covenants contained in the indenture, The Harris

Manufacturing Company conveyed by the indenture

all of the property and assets which it then owned or

should thereafter acquire (Tr. pp. 4 to 8 incl.).

After the execution and delivery of the indenture

American Trust Company, appellant herein, succeeded

to all of the rights and privileges of the Security

Bank & Trust Company (Tr. p. 8).

Thereafter, The Harris Manufacturing Company

conveyed all of its property and assets to Harris Har-

vester Compan}' (the defendant in the receivership

proceeding's) and the Harris Harvester Company

(hereinafter sometimes for convenience of reference

referred to as the corporation) assmned all of the

obligations and liabilities of The Harris Manufac-

turing Company under the trust indenture and the

bonds issued thereunder (Tr. p. 8).

On March 26, 1931, Hercules Motors Corporation

filed a creditor's bill praying that a receiver be ap-

pointed for Harris Harvester Company (Tr. p. 42).

On March 30th, Harris Harvester Company filed its

written consent that a receiver be appointed (Tr. p.

44). On the same day the Court appointed E. F.

Harris receiver in equity of Harris Harvester Com-

pany (Tr. p. 1).



At the time of the appointment of the receiver, the

aggregate principal amomit of the outstanding bonds

issued under the indenture was $102,500,00, no part

of which had been paid.

On May 28, 1931, the Court made an order requir-

ing all creditors of Harris Harvester Company to

present their respective claims on or before August

31, 1931. Thereafter, on August 29, 1931, appellant

filed a claim with the receiver showing that there was

due and owing from said Harris Harvester Company

to said American Trust Company the total sum of

$108,674.52, made up as follows:

Principal amount of bonds outstanding

and mipaid $102,500.00

Interest coupons maturing June 1, 1931 3,843.75

Interest on principal and unpaid cou-

pon accrued from June 1, 1931 to

August 31, 1931 1,993.95

Expenses and charges of trustee 336.82

(Tr. p. 50.) $108,674.52

In and by its verified claim appellant claimed:

(1) that it had a lien upon all of the property

described in said indenture, for the sum of one hmi-

dred eight thousand six hundred seventy-four and

52/lOOths dollars ($108,674.52); that, in the event

said property be sold and the proceeds be insufficient

to pay the amount of said claim, apjjellant was en-

titled to share with the general creditors of said de-

fendant to the extent of the deficiency, in any pay-

ment or distribution of assets of said defendant, and

L



(2) that appellant was entitled to be paid the inter-

est theretofore accrued and thereafter accruing- on

said bonds out of any funds in the hands of said re-

ceiver or any income derived from the operation by

said receiver of the properties and business of said

HaiTis Hai"V' ester Company (Tr. p. 51).

The claim so filed by appellant was never rejected

or disallowed by the receiver, nor was any motion

to expunge it ever filed by the receiver or by any other

creditor or party to the proceeding.

After waiting almost two years subsequent to the

appointment of the receiver herein, appellant, when

it became apparent that the cor})oration was hope-

lessly insolvent, petitioned the court for pemiission

to exercise the power of sale conferred upon it by the

indenture and to sell the property subject thereto to

satisfy the obligations thereby secured (Tr. p. 51).

The petition having been granted, appellant, in pur-

suance of the power of sale, sold all of the property

and assets subject to the indenture at public sale for

$5000.00 (Tr. p. 76).

On September 12, 1935, the receiver filed a petition

requesting authorization to pay a dividend of 20%
071 unsecured merchandise claims in the aggregate sum

of $43,344.82 arising prior to the receivership and on

commissions aggregating $2814.99 earned by agents

for sales of harvesters or equipment prior to the re-

ceivership (Tr. p. 61). This petition came on for

hearing before the court on November 5, 1935 at

which time appellant filed an answer thereto and sup-

XDlemental claim, referring to the original claim, set-
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ting forth the sale of the property and the fact that

after applying the j^roceecls of sale there remained a

deticiency in the amount of $104,488,37, for which ap-

pellant, as trustee undei* the indenture, was entitled

to participate in any dividend or other distribution

paid or ordered to be paid to am- other general cred-

itors (Tr. pp. 75 and 76).

At the time the receiver's petition for authority to

pay the dividend was filed, the liabilities of the Har-

ris Harvester Company far exceeded its assets. In

other words, the company was hopelessly insolvent.

The court granted the receiver's petition for au-

thority to pay the dividend. In its order granting the

petition the court denied appellant the right to par-

ticipate in the dividend.

SPECIFICATION OF ERRORS RELIED UPON.

(a) That the Court erred in not ordering and ad-

judging and decreeing that this appellant, as trustee

under that certain trust indenture dated December

1, 1921, securing an authorized issue of $250,000.00

First Mortgage 7%:% Fifteen Year Sinking Fund
Gold Bonds of Harris Manufacturing Company, to

be entitled to have been paid upon its claim for defi-

ciency between the amomit of the obligation secured

by said indenture over the amomit realized from the

sale of said property, as more fully set forth in its

supplemental claim and answer to receiver's petition

for payment of dividend on file herein, a dividend

equal to that proportion of the funds in the hands of



the receiver herein available for the payment of divi-

dends to the general creditors of the defendant, which

the amoimt of appellant's said claim for deficiency

bears to the claims of general creditors of said de-

fendant including appellant's claim for deficiency

(Assigmnent of Errors I, Tr. p. 109).

(b) That the Court erred in excluding appellant,

as trustee under said indenture and the holder of said

claim for deficiency, from participation in the funds

in the hands of the receiver herein, available for dis-

tribution among the general creditors of the defend-

ant above-named.

(c) That the Court erred in denying and disallow-

ing appellant's claim and appellant's supplemental

claim and answer to receiver's petition for payment

of dividend (Assigimaent of Errors II, Tr. p. 110).

(d) That the order appealed from is not supported

by the evidence (Assigmnent of Errors VI, Tr. p. 111).

(e) That the finding of the Court contained the

order appealed from, that the bondholders on whose

behalf appellant filed its claim herein through fore-

closure proceedings acquired title to the plant and

equipment of defendant and the real estate upon which

it is located at a nominal price and for a sum greatly

less than the actual value thereof at the time of such

foreclosure, is not supported by the e^ddence (Assign-

ment of Errors VII, Tr. p. 111).

(f) That the finding of said Court that said bond-

holders acquired title to said plant, equipment and

real estate at a nominal price is not supported by the

cAddence (Assignment of Errors VIII, Tr. p. 111).



(o) That the finding of the Court that said bond-

holders acquired title to said plant, equipment and

real estate for a siun greatl}^ less than the actual value

thereof at the time of such foreclosure is not sup-

ported by the evidence (Assignment of Errors IX,

Tr. p. 111).

ARGUMENT.

A SECURED CREDITOR OF AN INSOLVENT DEBTOR, WHERE
THE SALE OF HIS SECURITY LEAVES A DEFICIENCY, IS

A GENERAL CREDITOR OF THE DEBTOR, AT LEAST TO
THE EXTENT OF THE DEFICIENCY.

It is established l)eyond question that a secured

creditor of an insolvent corporation,—at least to the

extent of the excess of his claim over his security,

—

is entitled to share equally and ratably with the cor-

poration's unsecured creditors in the distribution of

any funds of such coi'poration which may be avail-

able for payment to the corporation's imsecured cred-

itors. There are two rules on this subject. The first

is the bankruptcy rule. Under this rule the secured

creditor's distributive share is determined on the

basis of the excess of his claim over the amount for

which his security is liquidated. The second is the

so-called chanceiy inile. Under this rule the secured

creditor's claim is determined on the basis of the full

amount of his claim without deduction on account of

the security which he holds.

See:

Glenn on Liquidation (1935), Sees. 527, 528 and

529 (quoted at length in Appendix to this

brief)

.
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The chanceiy rule has been accepted by the Fed-

eral Courts as controlling in equity receiverships.

Commercial Trust Co. r. Robert H. Jenks Co.,

194 Fed. 732

;

U. S. F. d- G. Co. V. Centropolls Bank, 17 Fed.

(2d) 913.

Whether the bankruptcy or chancery rule is ap-

plicable in the present proceeding is immaterial on

this x^hase of the case for the reason that appellant

claimed no more than the right to participate on the

basis of the deficiency of the amount at which its

security was liquidated as compared with the indebt-

edness due it. It is sufficient to say that whichever

rule is applicable, appellant is entitled to participate

with the general creditors of the debtor corporation

in the distribution of its free assets, at least to the

extent of the deficiency. No case has ever held other-

wise, and to hold in the present case that appellant

may be bai-red from participation in the distribution

would be to deprive appellant and its beneficiaries,

the bondholders, of a vested contractual right.

THE FACT THAT THE RECEIVERSHIP WAS INSTITUTED PUR-

PORTEDLY FOR THE PURPOSE OF CONSERVING THE
CORPORATION'S ASSETS AND NOT FOR THE PURPOSE
OF LIQUIDATING THE CORPORATION IS IMMATERIAL.

The trial court in excluding appellant from par-

ticipation in the dividend which it ordered to be paid

to other general creditors of the corporation pro-

ceeded upon the fallacious assmnption that inasmuch

as the receivership was instituted for the purpose of
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conserving the assets of, and not liquidating- the cor-

poration, it was vested with a discretion as to deter-

mining the creditors to whom the dividend should be

paid.

Whatever may have been the purpose of the re-

ceivership when originally started the fact remains

that at the time the receiver petitioned the court for

authority to pay the dividend, the liabilities of the

corporation were far in excess of its assets. The lia-

bilities included the following:

(1) Claim of American Trust Company upon

which this appeal is founded, amounting to $104,-

S88.37;

(2) Claim of County of San Joaquin for x^ayment

of tax liability, amounting to .$14,104.41 (Tr. p. 78) ;

(3) Unsecured claims of creditors for merchandise

furnished to the corporation prior to the receivership

and for commissions earned prior to the receivershixD,

as set forth in the order directing payment of a 20%
dividend thereon, and from ^vhich this appeal was

taken, amounting to $4615.81;

If (4) Obligations of the six principal merchandise

creditors above mentioned incurred prior to the re-

ceivership in excess of $100,000.00 partly secured,*

but payments on which to date of said third account

aggregated less than the accrued interest

;

(5) Obligations to banks and finance companies in

excess of $100,000.00 secured by collateral;

*Accoiding to the receiver the security for these obligations amounted
to only a small percentage (Tr. p. 56).
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(6) Claims of directors or former directors of

the company for salary accrued prior to the receiver-

ship in excess of $27,000.00, of which over $20,000.00

accrued to the receiver personally, he being an officer

of, but only a small stockholder in the company, and

not related to the president of the company from

whom its name is taken.

(Tr. pp. 88 and 89—matters in italics sup-

plied.)

It thus appears that the liabilities aggregated well

over $350,000.00, exclusive of claims arising during

the receivership, such as the claims for compensation

of the receiver and his counsel (allowed by the court

in the aggregate amount of $2250.00 (Tr. p. 101) and

the claim of Harris and Mitchel for materials fur-

nished to the receiver amounting to approximately

$5900.00 (Tr. p. 102). Contrasted with these huge

liabilities the assets in the hands of the receiver con-

sisted of cash in the approximate amount of $20,796.02

(Tr. p. 30) and a stock of parts having an inventory

value of approximately $120,000.00 (Tr. p. 94). It thus

appears beyond question that the corporation was

hopelessly insolvent.

Such being the case, the creditors of the corpora-

tion were entitled to have the assets dealt with as a

trust fund according to their rights and priorities.

See:

United States v. Butterworth Jud.son, 269 U. S.

504, 70 L. ed. 380, 46 Sup. Ct. 179

;

Price V. United States, 269 U. S. 492, 70 L. ed.

373, 46 Sup. Ct. 180.



11

In the case last cited, the United States Supreme

Court said:

"By answering- and joining in the prayer of

the conipk\int, defendant cooperated with the

plaintiff to secure the appointment of a receiver

to whom it immediately handed over possession

and control of all its property and business.

While in effect the complaint alleged that defend-

ant was solvent, the facts set forth mdicate that

it w^as in a failing condition. And it was found

to be insolvent within a short time after the ap-

pointment of the receiver. When the assets

turned out to l)e less than the debts, the creditors

were entitled to have them dealt with as a trust

fund according to their rights and priorities."

It is submitted, therefore, that the trial court's as-

sumption that it could in its discretion bar appellant

from participation in the dividend is based on an er-

roneous conception of the law.

THE TRIAL COURT'S FINDING THAT THE BONDHOLDERS
ACQUIRED THE PROPERTY SUBJECT TO THE INDENTURE
AT A NOMINAL PRICE IS NOT SUPPORTED BY THE EVI-

DENCE AND EVEN IF SUPPORTED BY THE EVIDENCE
DOES NOT JUSTIFY EXCLUDING APPELLANT FROM PAR-

TICIPATION IN THE DIVIDEND.

The order appealed from recited that the bond-

holders acquired the property subject to the indenture

at a nominal price. What part the view expressed

in this finding played in the court's determination

that appellant should be barred from participation in

the dividend ordered to be paid to other general credi-

tors does not appear. In any event, it is not supported

by the facts. It is true that the price for which the
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property was sold was $5000.00 but it is also true that

at the time the property was sold, it was subject to

the lien of real estate taxes for several fiscal years,

none of which had been paid by the receiver although

he was permitted to have the use of the property for

over two years. These taxes are entirely distinct from

and in addition to the taxes on personal property

claimed by the receiver as a free asset which arc

embraced in the claim of the County of San Joaquin.

For the period from July 1, 1929, to June 30, 1932,

alone the taxes amounted to more than $11,600.00 (this

figure is arrived at by deducting from the taxes for

the period in question as shown on page 18 of the

transcript the taxes claimed for the same period by

the County of San Joaquin as shown on pages 78

and 79 of the transcript). The real estate taxes

—

which admittedly constituted a lien on the property

—

for the period from July 1, 1932, to the date of sale

(February 24, 1934), amounting to several thousand

dollars, should be added. As above stated, these taxes

are exclusive of and in addition to the taxes embraced

in. the County of San Joaquin's claim, which may or

may not be a lien upon the property. In view of

these facts it is respectfully submitted that the recital

that the pi^operty was sold at a nominal price is in

absolute disregard of the facts and the evidence.

The receiver filed an affidavit to the effect that the

property was worth a sum in excess of $50,000.00.

There was no showing, however, that the propert}^

could have been sold at a foreclosure sale for a sum

in excess of that at which it was sold. It may also

be true that the present owners of the property are

unwilling, as alleged b_y the receiver, to part with
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the property for a sum in excess of $50,000.00. But

it is elementary law that the fact that the owner of

property is unwilling to sell the property below a

certain figure is no evidence of its value—much less

of the price it will bring at a foreclosure sale.

Quite apart from the foregoing consideration, the

value of the property is wholly immaterial for two

reasons

:

In the first place, the proceeding in which the order

appealed from was entered was one in chancery and

not in bankruptcy. Consequently, appellant had the

right to participate in any dividends ordered paid to

the general creditors on the basis of its entire claim

without deduction on account of the security therefor.

Commercial Trust Co. v. Robert H. Jenks Co.,

194 Fed. 732

;

U. S. F. & G. Co. V. Centropolis Bank, 17 Fed.

(2d) 913;

Frederick W. M. Cutchen, Lecture. Some

Legal Phases of Corporate Financing, etc.,

1926-1930, at page 127.

It is true that in Westinghouse Electric & Mfg. Co.

V. Idaho etc. Co., 228 Fed. 972, the district court held

that in states having statutes similar to Section 726 of

the California Code of Civil Procedure, a creditor's

claim if secured by mortgage should be determined

on the basis of the deficiency of the security to satisfy

his claim. This decision, however, is palpably un-

sound for the reason that it is the well-established

rule of the federal courts that a mortgagee can sue

on the debt and recover judgment thereon without

foreclosing his mortgage, even if the mortgage covers

property in states the laws of which require him to
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exhaust his security before pursuing the mortgagor

personally.

Maa^well v. Ricks (C. C. A. 9), 294 Fed. 255;

Commercial Nat. Bank v. Catron (C. C. A. 10),

50 Fed. (2d) 1023.

In the second place, it is well settled that the holder

of an indebtedness secured by deed of trust can re-

cover the full amount of the excess of the indebtedness

over the amount for which the property subject to the

deed of trust was sold thereunder. Evidence of the

value of the property is inadmissible.

Hopkins v. J. D. Millar Realty Co., 106 Cal.

409, 415 and cases cited

;

Central Bank v. Proctor, 91 Cal. Dec. 197, 51

Pac. (2d) 157.

It is therefore respectfully submitted that the order

appealed from should be reversed and the cause re-

manded with instructions to permit appellant to par-

ticipate ratably and equally in any dividends ordered

to be paid to general creditors.

Dated, San Francisco,

April 27, 1936.

Herman Phleger,

Maurice E. Harrison,

Theodore R. Meyer,

A. M. Dreyer,

Attiorneys for Appellant.

Broi5eciv, Phleger & Harrison,

Of Counsel.

(Appendix Follows.)
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Appendix

Sec. 527. Amount for Which Mortgagee Can Prove

in Mortgagor's Liquidation: the Bankruptcy Rule.

Of course no misfortune that can happen to the mort-

gagor, death, bankruptcy, or receivership, acts of itself

to accelerate the mortgage debt. But the usual cor-

porate mortgage provides that bankruptcy or receiver-

ship shall operate in that way; and also that in case

of default in the pa3anent of taxes or any interest

installment, the principal may be declared due; so

that the liquidation of the mortgagor is soon followed

by maturity of the mortgage and foreclosure. Now,

if the secured creditor wishes to prove in the liquida-

tion of his debtor, how shall we compute his claim?

Of the two answers, one was furnished by statute in

1623. When the English bankruptcy law of the pre-

vious reign received a general overhauling, it was

provided that creditors, whether or not they had

security, should not "prove for any more than a

ratable part of their just and true debts with the other

creditors of the bankrupt". What this meant was,

first of all, that no bond creditor should prove for

moTe than was actually due. That had more prac-

tical interest at the begimiing of the seventeenth

century than it has today; but the sequel is of con-

siderable importance to us. It finds expression in our

Bankrupt Act which, in effect, provides that claims

of secured creditor shall be allowed only for the dif-

ference between face of debt and value of security.

This value "shall be determined by converting the

same into money", by foreclosure sale, "or by agree-
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ment, arbitration, compromise, or litigation, as the

court may direct". When thus ascertained, "the

amount of such vahie shall be credited upon such

claims, and a dividend shall be paid only upon such

unpaid balance". The same rule finds expression in

the English bankrupt laws of today, as it has ever

since the time of James I.

Such is the bankruptcy rule for computing the claim

of the secured creditor. When taken in connection

with the provision of the Bankrupt Act that requires

every claim to be proved within six months from the

adjudication of bankruptcy, unless it is liquidated

by means of litigation, and even then requires that

this method shall not go beyond a specified time

limit which is often inadequate for that pur]i0'se, it

is apparent that the secured creditor has but one

course to pursue. He should obtain an appraisal of

his security and, within the six months' period, file a

claim for the difference between his debt and the

appraised value of his security. If he fails to do this,

then any delay in the liquidation of his security, no'

matter whose fault it may be, will bar his claim if it

should run beyond the time allowed by the statute.

It goes without saying, or rather should, that a sale

upon default, which is made by a pledgee according to

the terms of the pledge and the customs of the market,

is accepted as a fair liquidation, even though the

pledgee should buy in at his own sale.

Such is the rule that applies in bankruptcy to every

secured creditor, whether mortgagee, pledgee, or the

holder of a statutory lien.
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Sec. 528. The Chancery Rule. Directly opposed to

the rule above mentioned is another which, for want

of a better name, we may call the chancery rule. There

had been indications of it in earlier English cases, but

the doctrine now under consideration was founded by

Lord Cottenham something- over a century ago. The

decision was that in any liquidation conducted in a

court of equity as distinct from bankruptcy, the

secured creditor may prove for the full amount of

his debt, with no deduction for the value of collateral

held by him, and he may also resort to his security

as w^ell; the only proviso being that when, by either

method or both, the debt is realized in full with in-

terest, any security that remains must be surrendered

to the estate.

Sec. 529. Couflict Between the Two Rules: Present

Status. For many years the two rules existed side by

side in England; her courts "having different rules

in the case of living and of dead bankrupts". But the

Judicature Act of 1873 provided that the bankruptcy

principle should be applied to' all liquidations whether

in bankruptcy or in equity; so now in England there

is but one rule, that the secured creditor may prove

only for the difference between face of debt and value

of security.

In this country, on the other hand, both rules exist,

and it is important for the practitioner to appreciate

the fact. Our national Bankruptcy Act incorporates

the bankruptcy rule by express language, as we have

seen, and in a few States it was received as a general

principle to govern all forms of liquidation. But the
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chancery rule may be said to have triumphed in the

majority of jurisdictions. Thus, the federal courts

have accepted the chancery rule as governing the

liquidation of national banks, and as controlling in

equity receiverships of corporations. And our State

courts, for the most part, have adopted the chancery

rule as governing the administration of decedents'

estates, general assignments and corporate dissolution.


